Introduction
In an ideal world all investment products, including hedge funds, would be marketable to all investors. In this ideal world, all investors would fully understand the nature of the products and would be able to make an informed choice whether` to invest. Of course the ideal world does not exist -the retail investment market is characterised by asymmetries of information. Product providers know most about the products on offer (or at least they should do). Investment advisers often know rather less than the provider but much more than their retail customers.
Providers and intermediary advisers are understandably motivated by the desire to sell their products. There is therefore a risk that investment products will be mis-sold by investment advisers or mis-bought by ill-informed investors.
This asymmetry of information is dealt with in most countries through regulation.
However, the regulatory response in different countries is not necessarily the same. There are various ways in which protections can be applied and it is important to understand that the cultural background and regulatory histories of countries flavours the way regulation has developed. This means (as will be explained in greater detail later) that some countries are better able than others to admit hedge funds to the retail sector.
Following this Introduction, Section II looks at some key background issues. Section III then looks at some important questions raised by the retail hedge fund issue. Many of these are questions of balance. Balance lies at the heart of regulation of course -regulation must always balance the needs of investors and with market efficiency. Understanding the "retail hedge fund" question requires particular attention to balance. Section IV then looks at the UK regime and how the FSA has answered the balance question. Section V offers some international perspectives. Section VI concludes.
It will be seen that there is no obviously right answer to the question whether hedge fund products should be marketed to retail investors. Each regulator in each jurisdiction needs to make up its own mind on how to deal with the various issues and balances. It is evident, however, that internationally there is a move towards a greater variety of retail funds. There is nothing wrong with that, provided the regulators and the retail customers they protect, understand sufficiently what sort of protection is, or is not, being offered in the regulatory regime.
II. Background
A. • Maintaining market confidence -which means maintaining confidence in the financial system in the UK.
• Promoting public awareness -In particular, this includes promoting awareness of the benefits and risks associated with different kinds of investment or other financial dealing and also the provision of appropriate information and advice.
• Protecting consumers -Securing the appropriate degree of protection for consumers. This must have regard to (a) differing degrees of risk inherent in different investments; (b) the differing degree of experience/expertise of different consumers; (c) the needs consumers may have for advice and accurate information; (d) the general principle that consumers should take responsibility for their decisions.
• Reducing financial crime -Reducing the extent to which it is possible for financial crime to be carried on by a regulated person or in contravention of the general prohibition. 3 The FSA must have regard to the desirability of: (a) regulated persons being aware of the risk of their business being used in connection with financial crime; (b) regulated persons taking appropriate measures to prevent financial crime; (c) regulated persons devoting adequate resources to fighting financial crime.
The Act also provides that the FSA must abide by a series of "principles of good regulation": • Efficiency and economy -This deals with the way the FSA uses its resources. When dealing with a specific risk, the FSA aims to select the regulatory options which are most efficient and economic.
• The role of management -This principle has two aspects to it. 5 First, it means that the FSA must guard against being too intrusive into firms' affairs. In this interpretation, the FSA must, in effect, hold back and allow regulated firms to run themselves. Second, and as a consequence, it also means that the FSA must hold senior management responsible for risk management and controls within the firm.
• Proportionality -Restrictions applied to firms through FSA rules should be proportionate to the expected benefits for consumers and the industry. The FSA takes into account the costs incurred by firms and consumers. The Act requires the FSA to undertake and publish a cost benefit analysis of any proposed regulatory requirements. 6 An example of proportionality in action can be seen in the way in which the FSA regulates the "wholesale" and "retail" markets differently. More detailed rules as to standards are applied to firms dealing with retail customers than are applied where the customer is "wholesale" -essentially where the customer is himself acting in the market by way of business.
• Innovation -The FSA should facilitate innovation, e.g. by avoiding unreasonable barriers to entry or restrictions on existing market participants who launch new financial products and services.
• International character of financial services and markets and the desirability of maintaining the competitive position of the UK -The FSA will consider the impact on the UK markets and consumers of economic, industry and regulatory situations overseas. The FSA must consider the international mobility of much financial services business. The FSA will co-operate with overseas regulators, to agree international standards and also to monitor global firms and markets effectively.
The FSA must therefore carefully consider whether actions it proposes to take, including the making of rules, is consistent with these statutory objectives. It is required to act consistently with its statutory objectives. 6 Section 155(2)(a) and (10).
7 Section 2(1) of the Act requires the FSA to act, so far as is reasonably possible, in a way which is compatible with its statutory objectives. Furthermore, it is required to act in a way which it considers most appropriate for meeting those objectives.
are set out in secondary legislation 8 , and include, so far as is immediately relevant to hedge funds:
• Managing investments • Establishing etc. a collective investment scheme • Advising on investments • Agreeing to carry on specified kinds of activity 9
The regulated activities only trigger the need for authorisation if the activity is carried on with respect to a 'specified investment'. These are also set out in the Regulated Activities Order, and comprise:
• Deposits In addition to the authorisation of firms, the FSA also authorises individuals working within authorised firms -this is known as the 'approved person' regime. This requirement for individual authorisation does not extend to all staff working for firms, but only to those who carry on 'controlled functions'. People who perform merely administrative functions would not be included, but those whose work provides them with scope to affect a firm's customers in a significant way would be included, for example a firm's fund managers. Firms are required to take appropriate steps to ensure that persons who are appointed to carry out controlled functions are fit and proper to do so. This includes a requirement that the person has completed or will complete certain training requirements.
B.
What is a hedge fund?
The first hedge fund is reckoned to have been a fund established by Alfred Winslow Jones in the late 1940s. 10 Jones had been struck by the idea that it was not possible to predict with any degree of accuracy the future direction of the stock market. Instead he sought to remove market risk altogether through short selling. So, for example, if he bought $10,000 of stocks, and sold short $5,000 of stocks, his total exposure in the market would be $15,000. He might finance this portfolio with $10,000 cash investment, and $5,000 borrowing. His total market involvement is therefore $15,000. However, his net market exposure is $5,000. The long portfolio is partially hedged by the shorts -market risk is reduced through the hedging. What becomes important, having hedged the portfolio, is the selection of individual stocks.
Although 'hedge fund' techniques were first used more than half a century ago, the industry has only seen significant growth in recent years. Because the 'definition' of a hedge fund is a reference to portfolio trading strategy, it is not possible to limit the debate to any particular product structure. A 'hedge fund' can be structured in as many ways as there are product structures, though tax treatment is usually a limiting factor as to which structures are used in practice. In the UK, hedge funds could be created as investment companies or as collective investment schemes. These are structures which have previously been used as methods of pooled investment vehicles, enabling investors of limited means to get access to a balanced portfolio of assets which is itself subject to professional management, although as will be argued in section C, hedge funds are very different from what the UK has historically taken to be 'investment entities'.
Because the term 'hedge fund' is incapable of definition, the term will be used here to refer to funds which call themselves hedge funds 13 and perhaps other presently unregulated funds. It cannot of course refer to all unregulated funds. As will become apparent later, adoption of hedge funds into the UK retail product market would potentially create three types of fund available to varying degrees to the UK retail investor:
• Existing regulated investment funds;
• Partially regulated funds, including but because of the definitional difficulty not limited to 'hedge funds'; • Unregulated (or even-less-regulated) funds C.
Are hedge funds trading or investment entities?
In the UK, both the investment company and authorised scheme regimes were established with the objective of facilitating the holding of a portfolio of underlying securities. Two advantages are provided for investors into such pooled investment vehicles. First, there is a cost benefitthe pooled vehicle enables a smaller investor to get exposure to an underlying diversified portfolio of shares which he could not hope to create for himself from his limited means.
Second, there is an advantage provided through the professional management of the underlying 12 Of course there could be other differences -for example in an unregulated fund the nature of the property permitted may include, for example, commodities, land or precious metals. advantage from the vulnerabilities inherent in speculative positions) or alternatively they may copy the strategy (making it immediately less valuable). In arguing for trade secrecy, the hedge funds are aligning themselves with trading companies which are allowed a degree of confidentiality in their operations as a concession to their entrepreneurial nature.
Although they resemble trading companies in their freedoms, hedge funds are similar to investment companies in that they produce no goods and services of their own. However, they do seek to make profits for their shareholders. The request for a greater retail presence therefore is a plea by the hedge funds to be able to present themselves as an investment entity to the world at large. However, there is a risk that retail investors may not understand that the funds are not managed long-only portfolios -which has historically been the hallmark of an 'investment entity'.
Investment entities are therefore perceived by retail investors as nothing more than "baskets of shares" by retail investors. Retail investors may also perceive them to be relatively safe places to leave a substantial portion of their savings -to take advantage of the professional management which the product offers. This does not necessarily mean that the retail investor believes that he is taking no investment risk in making the investment. However, such retail 14 Both these advantages were noted for unit trusts as early as 1936 in Fixed Trusts, Report of the Departmental Committee Appointed by the Board of Trade, Cmd. 5259, July 1936, see paragraph 17. The same report also suggests that wealthier investors were willing to invest in securities via unit trusts even though they could afford to create a direct share portfolio at lower cost. Such investors were "willing to pay the higher price for the saving of worry and trouble".
investments often involve effectively a delegation by the investor of both the individual stock selection and to varying degrees the asset allocation decision.
D. Hedge funds can be marketed to the retail investor in the UK in limited ways
Hedge funds may be sold either with or without investment advice. Where no advice is given, the marketing regime applied depends directly on the nature of the underlying product structure of the fund.
(i) Hedge funds structured as investment companies.
If the fund is structured as a corporate vehicle, its marketing is governed by Company Law. The marketing of company securities by the company itself through the production of a prospectus (or through Listing Particulars if the company is listed) is treated differently to other types of financial promotion. 16 The overriding regulatory concern for both prospectus and Listing Particulars is on the truthfulness of the document in the way in which it provides certain required information. If it accurately explains the nature of the investment opportunity being presented, it is permitted.
The regime for the promotion of unlisted securities is outside the regulatory scope of the FSA, although the FSA can regulate the promotion of such securities where it is carried on by authorised persons. The FSA is, however, the UK's Listing Authority and therefore has greater control over companies which seek a UK listing. 17 The Listing Rules effectively prevent a hedge fund from establishing as an investment company. A fund of hedge funds can, however, be listed. Investment companies are required to invest "with the object of spreading investment risk and managing its portfolio…". 18 The requirement for spreading investment risk is interpreted to mean that the company must hold a 'conventional long-only' portfolio.
19 A fund of hedge funds does exactly that -it buys the underlying investments on a long-only basis.
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(ii) Hedge funds structured as collective investment schemes. If a fund is structured as a collective investment scheme, 21 it cannot be marketed to the general public unless it is authorised. 22 An authorised person can market unregulated schemes to limited classes of investors, including 23 (a) a person who has been a previous participant in such a scheme within the last 30 months; or (b) a person for whom the investment has been considered suitable by an authorised person, but only where the person is an established or newly accepted customer of the firm concerned.
In addition, authorised persons are permitted to market unregulated schemes within the exclusions set out in the Financial Promotions Collective Investment Schemes Exemptions Order. 24 This allows for marketing inter alia to "sophisticated investors".
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Giving investment advice is an activity which usually requires FSA authorisation.
Authorised investment advisers are able to recommend hedge fund investment to their customers. However, in order to do so, they must ensure that the investment is suitable for the customer. In order to establish suitability the adviser must review the customer's existing financial portfolio and attitude to risk. Retail investment advisers do not, however, commonly recommend hedge fund investment to their retail customers. This may be due to the absence of 'retail sized' investment products for hedge fund investment (typically hedge funds require investment of at least $100,000 which is prohibitive for most retail investors). Also, advisers seem themselves to be cautious of hedge funds. This is due perhaps to the need for the adviser to become familiar himself with products which are very different from the available retail products. A significant research effort is needed for the adviser to be fully confident to recommend hedge funds to his retail customers. Advisers are happier recommending authorised schemes, perhaps relying on the fact that the FSA will have authorised the product as being suitable for retail investors.
26

III. Questions of balance
A. Introduction
The issues which a regulator needs to address in deciding whether hedge fund products should be offered to retail investors in its jurisdiction are complex. A number of the issues overlap to some extent. Section III seeks to separate out the major issues, and notes that many of them amount to questions of balance. This in turn suggests that there is no obviously right answer to the degree of retail marketing which hedge funds should be allowed -accepting that some restriction is necessary to meet the information asymmetry concern referred to above in Section I.
B. Balancing the statutory objectives
The FSA's statutory objectives were described in detail in Section II.A. The Act clearly requires the FSA to strike a balance between promoting innovation and protecting customers. Indeed, the Act's description of the 'protection of customers' objective itself recognises that different customers have differing needs for protection. It is also explicit that there is a "general principle that consumers should take responsibility for their decisions".
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C.
Balance in the use of regulatory tools
The FSA is able to affect a firm's involvement with the production, marketing and selling of investment products in various different rules-based ways. These include rules concerned with:
(i) Marketability restrictions: Marketability restrictions are concerned with the extent to which a product can be freely marketed or advertised.
(ii) The selling process: Rules governing the selling process include requirements applied to those who advise customers on the merits of buying or selling investment products. The FSA has rules which set standards for investment advisers in the way they advise their customers. For example, there is a requirement for 'know your customer' 28 which obliges the adviser to seek certain information from the customer as to his financial status before recommending any investment products to him. This is designed to ensure that the adviser is aware of the customer's financial needs and desires. When giving his advice the adviser is required to observe 'Suitability' 29 requirements -recommending the product which most closely matches the customer's needs and wishes.
(iii) Disclosure: Disclosure requirements could be considered as a part of the selling process standards referred to in (ii) -where the disclosure is to be made as part of the selling process (i.e. where the sale is intermediated by a financial adviser). However, disclosure as a tool also applies where no advice is given. In such cases, the requirements apply to the product provider or distributor.
(iv) Product regulation: Product regulation concerns rules applied to the structure of the product itself. For example, the UCITS Directive 30 imposes requirements on the structure and investment policy of undertakings for collective investment in transferable securities, but these only apply to products which are to be opened to cross-border marketing in the EEA, as provided for in the Directive. These various regulatory tools can be combined in different and flexible ways. 31 The FSA, in light of its statutory requirements to act efficiently and proportionately must consider carefully the balance between use of these regulatory tools. As will be argued later, the way in which regulation has developed in the UK and the EU means that the present balance relies heavily on product regulation.
An example of a shifting balance between these regulatory tools can be seen in the Sandler Report. 32 In July 2002 Mr Ron Sandler published a report on the UK's retail investment industry which had been commissioned by HM Treasury. Mr Sandler was much struck by research findings which indicated that the UK population is under-saving by a substantial margin. This failure to make long-term provision for themselves suggests that, taken with demographic changes, the tax burden from the UK's ageing population may grow to alarming proportions.
33
Mr Sandler concluded also that firms' regulatory costs, essentially deriving from rules applied to the selling process are growing and making it increasingly uneconomic for product firms to service customers of less-than-average means.
34
Mr Sandler recommended:
"… the introduction of a suite of simple and comprehensible products. The features of these would be sufficiently tightly regulated to ensure that, with c ertain additional safeguards, a consumer could be sold these products safely without regulated advice."
35
In respect of these products, provisionally called 'stakeholder' products the financial adviser becomes a salesman instead of an adviser as such. Product regulation is increased, meaning that regulation applied to the selling process can be reduced.
D. The likely success of an authorised product and moral hazard
The fact that the regulator is willing to authorise an investment product sends a message to potential investors that the product is somehow safer (or at least different in quality) from a 34 Mr Sandler's finding is that firms find it uneconomic to service customers who cannot afford to save more than £70 per month or make an £8,500 lump sum investment, see paragraph 5.11 of the Sandler Report.
35 Sandler Report, paragraph 10.12.
product which does not have authorisation. It is possible that investors will be more willing to commit themselves to investment in an authorised investment product when compared to the same product in an unauthorised state.
E.
Predominantly 'top down' or 'bottom up'? A fundamental structural balance for product regulation
The regimes for listing and authorisation of investment funds in the UK may be defined as predominantly 'top down' in nature. This description refers to the fact that both regimes, to different degrees, rely on regulatory prescription of desirable products. Both regimes presently exclude hedge funds. Authorised collective investment schemes must comply with very strict rules about what the scheme can invest in and how it is structured. Many of these restrictions derive from European legislation through the UCITS Directive.
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The regime for investment companies is less 'top down' than that for schemes. However, there is still the requirement that the fund must be diversified which effectively excludes hedge funds.
Some other countries have 'bottom up' funds regimes. This approach is similar to the way in which the UK regime treats the listing of trading companies. In a 'bottom up' regime, the product rules set by the regulator are less prescriptive. Greater reliance is instead placed on the provider of the product to describe accurately his business proposition in the company's prospectus. A 'bottom up' regime is therefore a disclosure based regime. A much wider range of business propositions is of course possible in a 'bottom up' regime than can be accommodated in a 'top down' regime.
By way of example, Australia has a bottom up regime for its mutual funds. A very wide range of retail funds is possible, including hedge funds, along with other exotic funds such as 'raptor' funds, investing in ostrich farms and the like.
A disclosure-based 'bottom up' regime allows for a greater range of funds. However, it also places much more responsibility on the customer to assess whether the fund is suitable for him -indeed the customer must try to understand what the risks are in the fund and whether he wishes to run those risks. In a 'top down' regime, the regulator takes on much of the assessment of the fund. As will be explained in Section IV, a regulator operating a 'bottom up' regime for authorised funds also must accept that some authorised products will fail, and that retail investors will lose the whole of their investment into such products.
Note though that a predominantly 'bottom up' regime may still have regulatory controls attached to it. The listing regime does not allow every viable business entity to be listed for admission to official trading on the London Stock Exchange. Rather than opposite concepts, the descriptors 'top down' and 'bottom up' refer to points on a scale.
F.
Responsibilities concerning advice -product providers versus financial advisers
As mentioned, a category of retail funds to include hedge funds would create a substantial diversity of funds when compared to the present range of authorised retail funds. Each fund would, to some extent, offer novel features. Indeed, the managers of hedge funds market themselves on the basis of their own particular and individual skills. Such differentiated products offer considerable challenges to the financial advisers who advise retail customers on them. They must rely to a large degree on the information which is provided by the product provider. On some occasions, the product may have entirely unique features offered by no other product in the market. The product provider obviously has an incentive to market the product to the adviser, so as to achieve the maximum volume of sales through him.
The UK financial regime places the responsibility for financial advice squarely on the financial adviser. There is therefore a possibility that the product provider may have an incentive to underplay the downsides of the investment when marketing the product to the retail adviser. He may have no reason to care that the adviser may go on to mis-describe the fund's characteristics to his customers. Of course, if the sophistication of the adviser market means that the adviser would be able to spot such economies, no harm is done. However, even where the adviser market is genuinely sophisticated, an information asymmetry may still exist between provider and adviser where the product in question is unique -the provider may be the only party who truly understands the nature of the product.
It may be necessary therefore to place responsibilities on the product provider. This need not, indeed should not, go so far as to make the provider bear responsibility for or to secondguess the retail adviser's advice. It could however require the provider to provide fully balanced and comprehensive informational literature to the retail financial advisers who sell its product.
More confrontationally, the provider could be obliged not to accept deals via an adviser unless the provider is satisfied on reasonable grounds that the adviser is competent to advise on the product in question. Neither of these obligations applies to UK product providers at present. If introduced, they could be applied to product providers in respect of all products. Alternatively, they could be applied only to 'wider range' products which would include hedge funds, if such products were authorised.
G. Transparency and performance
During the discussion above on whether hedge funds are trading or investment entities, it was mentioned that hedge funds behave like trading entities in seeking to reserve to themselves their 'trade secrets'. If these are made public, the manager may not be able to perform as well. So, there may be a trade off between the level of expected transparency and the level of performance which might be expected from a hedge fund.
H. Protection -does this mean keeping hedge funds away from retail investors or does it actually mean the reverse? This is, in many ways, the key question in the 'retail hedge fund' debate. The hedge fund industry claims that denying retail investors access to hedge funds denies them access to something of value to them. Two reasons are put forward for this:
Reduction of risk. This argument accepts that hedge funds reduce risk in a portfolio because they are an uncorrelated asset class. This suggests that a retail customer should hold a proportion of hedge funds alongside other investments.
(ii)
Portfolio management techniques. The true distinction between hedge funds and 'conventional' funds is that managers of the former have access to a fuller range of portfolio management techniques including relatively unrestrained use of derivatives and the ability to sell short and leverage the portfolio. Because of these additional tools, hedge funds are theoretically able to make positive investment returns even in falling markets.
Argument (ii) is the more fundamental point, indicating that the protection argument is not just that funds called 'hedge funds' should be marketable more easily to retail investors -the argument at its widest is that all retail fund managers should have access to varying degrees to the full range of available portfolio management tools. The degree of access to these additional tools would be a matter for the fund's constitution and in turn for disclosure to the fund's investors.
This calls into question the nature of consumer protection and shows that there is a balance to be found. Does protection require that hedge funds be limited in their marketability to retail investors, or does protection actually demand that the products be made available to retail investors?
I.
Hedge funds or funds of hedge funds?
Whether or not hedge funds are to be permitted greater retail marketing possibilities to the retail sector, the question arises whether funds of hedge funds should be given such access. A fund of hedge funds is a product established for the purpose of investing in hedge funds. There are various ways to structure such a product to provide exposure to an underlying selection of hedge funds. However, there is no necessity for a fund of hedge funds to be given access itself to the full range of portfolio management techniques. It need not itself be a trading entity as described above. A fund of funds may amount to no more than a long-only investment strategy, similar to a conventional retail fund. Interestingly, a fund of hedge funds of this type is more similar to an existing retail fund, rather than an existing retail fund of funds -retail funds invest in trading entities, and funds of hedge funds do the same, if it is accepted that hedge funds are akin in some ways to trading companies (see Section II.C, above).
A fund of hedge funds seems intuitively more acceptable as a retail vehicle than a single manager hedge fund. First, as already mentioned, the vehicle appears to be an 'investment entity' as the concept has been traditionally understood in the UK, so the product would provide a spread of risk by investing in a selection of underlying funds.
Second, the selection of the underlying funds is done by a sophisticated investor, the fund manager. The UK regime is already comfortable with intermediated hedge fund investmentinstitutional investors are not generally speaking restricted by regulation from investing into hedge funds, though some may be restricted by their fund constitutions, or by actuarial concerns from making investments into unauthorised schemes. Also, retail financial advisers are able to intermediate to recommend hedge fund investment to retail customers, where the adviser believes that the investment is suitable to the needs, wants and risk tolerance of the customer. It is certainly arguable that a fund of hedge funds product is no more than another intermediated vehicle, offering the same safeguards.
The conclusion that a fund of hedge funds amounts to an investment entity may not, in fact, be completely accurate. The funds included in the portfolio of the fund of funds may themselves carry some (or indeed many) identical investment positions, resulting in increased risk at the fund of funds level. Alternatively and in a similar way, trades done by different underlying funds may cancel each other out -fund A might sell a share short, whilst fund B might buy it long. The result for the fund of funds investor in such a case would be transaction charges to no benefit. 37 A portfolio of trading companies (an 'investment entity') could provide greater diversification than a portfolio of hedge funds.
A fund of hedge funds would itself need to invest into unauthorised investments, unless there were already a mechanism for authorising hedge funds themselves. It has already been mentioned that the FSA does admit funds of hedge funds to official listing, when they are structured as companies. This is consistent with the fact that existing investment companies are unconstrained by regulation from investing freely into unlisted companies or unauthorised collective investment schemes.
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This in turn is consistent with the investment company regime's more 'bottom up' nature. However, funds of hedge funds are not presently permitted as authorised retail collective investment schemes. And individual hedge funds are not able to list or to be authorised as collective investment schemes. This is consistent with the fact that existing retail fund of funds schemes are only in practice able to invest to any great extent into other authorised collective investment schemes. A retail scheme with ability to invest substantially into unregulated schemes and into companies which are not listed in the UK would therefore be a novelty.
Funds of hedge funds raise other issues. They may require some specific regulation of their own in addition to the denial of advanced investment management techniques such as short selling or leverage. For example, if there were no such regulation, it would be possible to create a fund of merger arbitrage funds (or a fund of funds restricted to any other investment strategy).
Hedge fund strategies can perform very differently between themselves at any particular time. It may therefore be desirable to eliminate strategy risk at fund of funds level by requiring investment in a spread of strategies. On the other hand, it would be possible under existing rules to create for example a fund of Japanese smaller companies funds. These would also be likely to behave according to the performance of the Japanese smaller companies sector as a whole.
However, funds of hedge funds which concentrate on one strategy may suffer particularly from the duplication or cancelling-out of positions in the underlying hedge funds.
Furthermore, the objectives of 'hedge funds' vary substantially between themselves.
When discussing the definition of the term 'hedge fund' in Section II.B, it was observed that some commentators consider the term misleading in view of the fact that some so-called 'hedge funds' do not actually hedge their positions. So some of them are highly speculative riskseeking funds, whilst others may genuinely employ hedging as a means of reducing risk. A fund of hedge funds could therefore itself turn out to be (as the sum of its parts) anywhere along the spectrum of risk from very low to very high. It would be very important for proper disclosure to be made of the investment objectives in risk terms of a retail fund of hedge funds. Otherwise, there is a serious risk that retail consumers may be fooled into thinking that the diversification benefit is the end of the story as far as risk is concerned in the fund of funds. Regulation may also be necessary to prevent 'multi-tiering' -arrangements where a fund of funds itself invests in other funds of funds. Management fees would be taken at each layer in the multi-tiered structure, and such duplication of management fees may not be in investors'
interests.
It may also be necessary to make requirements to apply requirements to the fund of funds to restrict the eligible underlying investments. For example, liquidity is an issue for an openended
vehicle. An open-ended investment entity can only meet investors' calls for redemption by either holding a cash sum to meet redemptions (which implies the vehicle is not as fully invested as it could be and hence will not perform as well as it might otherwise) or through liquidating some of the underlying investments. However, some hedge funds are highly illiquid, locking in their investors for a period of a year or more. There is a balance to be drawn in allowing the fund of funds itself to limit redemptions from its own investors and requiring the fund of funds only to invest into relatively liquid underlying funds. Investment entities in the UK are generally liquid vehicles from which retail investors can disinvest fairly readily. It is likely that most investors would require liquidity, although lock-ups for perhaps 1-3 months might be acceptable to some. Or perhaps if an investor required to make a quicker redemption he could be enabled to do so, subject to a reasonable withdrawal penalty -some deposit accounts in the UK already provide such arrangements.
J. Open or closed-ended
In the UK, listed investment companies are usually closed-ended vehicles. If an investor wishes to redeem his investment, he does so by selling it on a secondary market. The company whose shares he is selling is unaffected by the investor's actions. However, all collective investment schemes are, as defined in UK law, open-ended. Redemptions will affect the manager of the scheme if they are to be made through him. In order to obtain the funds to meet the redemption, the manager may need to sell some of the underlying property of the scheme. however, the need to redeem the underlying property perhaps at short notice may make life difficult for the operator of the scheme.
IV. The UK's approach to the balance
The FSA recognises that hedge funds are of benefit to some retail investors. However, greater retail marketing of hedge funds would inevitably change the retail regime in fundamental ways.
It would entail a shift towards a predominantly 'bottom up' authorisation process. This would allow for a wider variety of fund types in the retail sector, but in turn implies that the selection process (i.e. ensuring that the fund is suitable for the investor) is shifted from the regulator to the investor -though there would be regulatory requirements for disclosure and some backstop product regulation. In particular, the wider range of possible fund strategies increases the risk that any given fund will fail -at the moment, the protective nature of the UK's retail products regime means that it is relatively unlikely that a fund will fail with the loss of all or a significant part of its assets. Such events may occur in the event of fraud, in which case compensation arrangements are available for the affected investors. However, any regime which would encompass hedge funds would not offer any compensation mechanisms to cope with the crystallisation of pure investment risk -i.e. the failure, for non-fraudulent reasons, of the fund's chosen strategy.
The fate of the Eifuku Fund in January 2003 indicates how some hedge funds will fail, and illustrates that a major source of risk is found in the manager himself. Eifuku collapsed spectacularly over a period of one week, in calm trading conditions. It seems that the manager of the fund, John Koomen, had assets totalling at least $1.4 billion in very few positions. 39 Of course, the most famous (near) collapse of a hedge fund occurred in 1998 with the rescue of Long-Term Capital Management. Interestingly both Eifuku and LTCM seem to have succeeded in attracting very knowledgeable and sophisticated investors. It is said that George Soros was an Eifuku investor, along with several wealthy Kuwaiti families, institutional investors including UBS and executives based at foreign investment banks in Tokyo. It is also suggested that Mr
Koomen was able to conceal certain information about his previous history as a fund manager which might have influenced investors.
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These factors, combined with the fact that hedge funds can already be marketed to retail investors in limited circumstances has led the FSA not to make further changes to make hedge funds more marketable. However, the FSA states:
"… we recognise that the regulatory status of presently unregulated schemes needs to be kept under review. We will continue to discuss the possibility of a new approach with market participants. This new approach would allow for a broader range of funds to be brought into the regime for retail investment products." If a range of 'bottom up' funds were to be added to the UK retail regime, a number of issues would be raised. It would be very important for the funds to be distinguished from other authorised funds to avoid confusing investors as to the level of protection being provided. They could be given a different name, for example. They could be called 'speculative funds' or 'alternative funds' or 'partially regulated funds'.
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Regulators would need also to decide
whether investors in such funds should be required to sign a document stating that they accept that the fund may be high risk, and that the he, the investor, is making the decision to invest (or has taken advice from another person in making his decision). There is also a question over whether product providers should be allowed to accept investments from all investment advisers, or whether they should be limited to accepting deals only from advisers whom they reasonably believe to be competent to advise on the product. requires that a person authorised by the FSA must consider that the investor meets a required level of "experience and understanding". This must take into consideration the investor's understanding of the markets and of the risks posed different financial instruments. The length of time the investor has been an active investor and also the extent to which he has previously relied on advice are relevant factors to the classification. The investor must be informed of the protections which he will lose if he is classified as an 'expert private investor'.
The new regime for 'non-retail' funds will be capable of including funds of hedge funds.
If investments are to be made by such a vehicle into other unregulated collective investment schemes, there are several criteria which the underlying investments must satisfy in order to be eligible investments. The unregulated scheme must: (a) be subject to an independent audit; (b) have its value verified by a person independent from its operator; (c) have (i) a mechanism to enable investors to redeem their investments within a reasonable time; or (ii) there must be an established and regularly operating market for trading the units of the scheme.
It is proposed that the non-retail funds (which would include funds of funds) will be able to borrow money, but the borrowing must not on any business day exceed 100% of the net value of the scheme's property. Non-retail funds will be able to invest in derivatives but the global exposure relating to derivatives must not exceed the net asset value of the property.
The non-retail funds will not be restricted to funds of funds. It is conceivable that the regime may enable certain types of hedge fund strategy to be established as authorised non-retail funds -such funds are to be allowed to engage in short selling.
The new proposals are subject to a period of consultation which ends on 31 October 2003.
It is likely that during the five-month consultation period many representations will be made to the FSA and it is quite possible that the proposed rules will be amended, perhaps substantially before they enter into force.
44 See COB 4.1.9R (in the Conduct of Business Sourcebook).
The Consultation Paper recognises that the new regime for non-retail funds will be predominantly 'bottom up' in nature -the regime will permit the features of the new funds "…to be determined by the constitutive and other scheme documents rather than our rules". 45 In addition, wide marketing of the funds will not be permitted.
46
The new regime for non-retail funds is to be strictly restricted to sophisticated investors and hence does not provide any significantly greater marketing possibilities than are provided by unauthorised funds of funds (when structured as open-ended collective investment schemes)
under the present rules. However, the importance of the proposals set out in Consultation Paper 185 should not be missed. If the proposals are implemented as suggested the FSA will, for the first time, be willing to authorise both funds of hedge funds and, perhaps, certain types of hedge fund. A willingness to apply a regulatory mark of approval to such products is a very significant change, even despite their limited marketability. It in turn may, in due course, make it more acceptable for the FSA to list single manager hedge funds for trading on the London Stock
Exchange -though such companies would need to be clearly delineated from 'investment entities', which a retail investor might look to as a means of investing the bulk of his long-term savings.
V. European perspectives
The UCITS Directive 47 is also relevant to the retail hedge fund debate at European level. This
Directive provides for a 'product passport' for funds which comply with the Directive, thus enabling those funds to be marketed throughout the EEA with the minimum of restriction. It is not possible to operate a hedge fund within the criteria set by the Directive. Any such product must therefore be subjected to the national requirements in each EEA State in order to be marketed there. "Review the scope of the Directive in terms of how it applies to different types of products (e.g. institutional funds, real-estate funds, master-feeder funds and hedge funds); the study should in particular focus on the size of the market for such funds, the regulation, where applicable, of these funds in the Member States and an evaluation of the need for further harmonisation of these funds".
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It seems therefore that hedge funds will remain on the EU agenda.
VI. Some conclusions
A few conclusions can be extracted from the analysis given above. First, the definitional problem means that the nature of the debate needs to be refocused away from hedge funds. It seems that 'hedge funds' are no more than funds which call themselves hedge funds as a marketing strategy. No regulator seems to have attempted a definition of the term, and market participants differ between themselves on what constitutes a hedge fund. Some hedge funds do not hedge their positions, adding to the suspicion that the term is largely useless for regulatory debate.
If the retail regime of any country is to embrace hedge funds, the range of funds on offer may well be wider than existing investment entities -if such entities are (as they are in the UK) no more than long-only diversified and managed baskets of shares. It will also be more likely that funds in a disclosure based, 'bottom up' regime will fail. Not all of them will of course, but a necessary consequence of the move to a predominantly 'bottom up' regime is that the retail investor will be faced with making the selection between good and bad funds, and some of them will fail. This will not be a matter for compensation for the investor, it would have to be accepted as a normal market event -much in the same way as some listed trading companies fail simply because their management makes the wrong strategic decisions for the business.
At the moment, a large amount of the product selection of funds for retail investors is often done by regulators through keeping 'unsuitable' funds out of the retail arena. A 'bottom up' regime shifts the due diligence obligation (the job of investigating the fund to see if it is worth investing in) towards the retail investor. Interestingly, this shift of responsibility is happening elsewhere -in the UK pensions arena there is a marked shift in the UK from 'defined benefit' schemes, where the investment risk is borne by the employing company to 'defined contribution' schemes, where the employee is expected to take the investment risk for his pension savings. It is questionable whether retail investors, in the UK at least, have the level of sophistication to understand financial matters so as to select an investment in a hedge fund. In the case of the Eifuku fund, several prominent institutional investors seem to have been willing to invest significant amounts of money. Surely retail investors could not hope to spot an inherently bad hedge fund if the professionals cannot do so? It is likely therefore that retail investors rely to a significant extent on the regulatory protections provided by fund authorisation.
Funds of hedge funds may well provide a half-way house between existing investment entities which may be predominantly long-only, and a wider range of funds with the benefits offered by hedge funds. However, although such funds may have the appearance of long-only 'investment entities', there may be scope for the duplication or cancelling-out of positions in the underlying funds. Additional regulation may be necessary for such products which are to be saleable to retail investors.
Furthermore, culture plays an important part in devising appropriate regulation. There is no universally correct solution to whether hedge funds should be available to retail investors.
Some countries including Australia and Hong Kong already permit hedge funds to be sold to retail investors. However, their funds regimes are already predominantly 'bottom up', relying on disclosure rather than on detailed product regulation. A shift of regulatory balances was not therefore necessary to allow for retail hedge funds in those countries.
European regulation is predominantly 'top down'. The UCITS Directive provides for very detailed product regulation and sets limits on the types of permitted investments in a UCITS fund. The UCITS Directive was amended in 2001 to allow for a broadening of investment limits. 49 However, it remains impossible to create a hedge fund or a fund of unregulated schemes as a UCITS fund. The fundamental purpose of the UCITS Directive is to enable compliant funds, which are authorised in one Member State to be marketed cross-border throughout the EEA with a minimum of restraint. Cross border marketing of hedge funds thus remains constrained. If hedge funds are to be able to be marketed widely across EEA borders, the UCITS Directive would require further amendment.
From what is written above, it seems that there is no right answer on whether retail hedge funds or funds of h edge funds 50 should be marketed to retail investors in any particular jurisdiction. The fundamental questions are first, what is meant by protection -does investor protection (the primary job of a regulator) mean keeping certain funds away from the investor?
The answer is yes -there will probably always be some kinds of fund which are unsuitable for wide marketing. However, protection may nevertheless mean that some funds which are currently denied access to the retail marketplace should, in fact, have retail access -in the interests of creating an efficient market for funds. The second fundamental question is what do retail investors expect by way of protection -are they in fact willing to forego the benefits (and risks) of a more efficient market for funds in exchange for the security of knowing that a substantial fund failure is an unlikely event. It seems likely that, in the UK at least, retail investors want to have access to a range of funds to which they can delegate the selection of underlying securities. Many investors also want to delegate some or all of their asset allocation decisions.
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Finally, it is possible to reverse the question as to whether hedge fund products should be marketed to retail investors. In this form, the question then becomes: should the managers of retail funds have access to the full range of portfolio management techniques. That is the key distinction between so-called hedge funds and conventional schemes. Allowing all retail fund managers to have access to the full 'toolkit' would create the most efficient market for funds. Of course, within that market, not all funds would necessarily make use of the full range of tools. A fund may find a marketing niche as providing a long-only investment for example. But selfimposed limits are very different in their effects on the market to limits imposed by the regulator.
